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January 2016 started with one of the most volatile and negative markets in memory.  I distinctly 
recall a television interview with Ben Stein (whom I admire) advising investors not to panic and that 
“now is the time to buy; Warren Buffett is buying.”  We’ve probably all heard things like that 
before.  But if so many know it is best to buy in down markets, why do markets continue to go 
down? 

Most investors do not keep cash on the sidelines available for those unique occasions like January 
2016 where the market takes a significant drop.  In fact, they are taught to not time the market, to 
be fully invested, to buy and hold, and ride out the recessions and bear markets.  Sure, they’d like 
to buy at low prices.  But buy with what?  There is no spare cash, and their account balance is 
down ten or fifteen percent.  The pain is real.  Most studies suggest that losses are twice as 
powerful, psychologically, as gains.1  And so they sell to avoid further pain.  This is known as loss 
aversion. 

Rather than be constrained by the binary options of “buy” or “sell”, we do something different.  In 
times of high volatility and down markets, we do the following: 

1. Turn off the financial news.  There is too much noise and nonsense.  News networks make 
money by attracting viewers.  One way to attract viewers is to prognosticate about the 
future by publishing and producing extreme and shocking views.  This is not helpful to 
financial decision making. 

2. Think seriously about the time horizon.  Remind ourselves, constantly, about the “exit” 
timeline and how far away it is.  We think about the value of your portfolio as we expect it 
to be in the future, not how it is today. 

3. Examine our holdings.  With our time horizon in mind, and ignoring gains or losses in the 
portfolio today, what are the prospects for the investments that we hold?  It may be there 
are some positions that we would like to reduce, expand, or abandon.   

4. Look for opportunities.  Outside of our portfolio holdings, what investment opportunities 
look attractive and suitable? 

5. Get set up for the future.  Build the portfolio that will produce the greatest return for the 
least risk, given the state of things today.  We consider this a rearranging, a housecleaning 
of sorts, of the investment portfolio, keeping #2 in mind. 

With the above framework, we spent January looking for opportunities, finding a few, and selling 
nothing that we currently held, though we did pare back a few positions to take advantage of the 
future.   

Our view of the economy 
We view the macro-economy as consisting of three market cycles:  the business cycle, the credit (or 
lending) cycle, and the real assets cycle.  In our view, we are nearing the top of a business cycle, 
while credit and real assets have reached a cyclical bottom.  Based on these cycles, we are not 
optimistic about US equity returns for the coming year.  We are very excited about opportunities in 
commodities and real assets, and eventually, credit.   
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Our view of asset allocation 
From cyclical economic components, we think 
about the portfolio’s exposure as a three-legged 
stool.  Each portfolio component corresponds 
roughly to, but not precisely with, assets associated 
with the three main economic cycles: “Core” 
corresponds with the business cycle, “Stability” 
corresponds with the credit cycle, and 
“Opportunity” corresponds with the real asset 
cycle.   

Core:  a sub-portfolio of equities that are held 
indefinitely.  These equities are selected in 
accordance with the following qualitative 
criteria:   

1. Global brand recognition 
2. Consistent operating history and positive annual earnings over 20 years 
3. US-based/headquartered 
4. Dominant market share 
5. Innovative 
6. More likely to acquire than be acquired 
7. Favorable long-term prospects 

Stability:  a sub-portfolio of income generating investments or hedging instruments 
that directly offset the risk of a particular portfolio holding. 

Opportunity:  a sub-portfolio of investments that may be any asset class, including 
equities, fixed income, currency, commodities, and derivatives, selected based on 
conditions or market cycles. 

In the Cane Island strategy, presently, about 5% is allocated to Stability, 15% to Core, and 80% to 
Opportunity.  However, we are going to continue to build out the core portfolio when 
circumstances favor acquisition of specific holdings. 

This year marked our entry into perhaps one of the greatest investment opportunities of the current 
economic cycle:  oil.  The bulk of the opportunity portfolio is allocated to oil exposure.  Like 
currency, it is not practical to hold oil directly (we don’t have space for the barrels.)  The largest 
exposure is through an oilfield services provider with an exceptional operating record and 
substantial resources.  Its stock price also correlates very highly with oil prices, more so than 
similarly situated companies.  The next largest exposure is through an oil ETF,2 and the remaining 
exposure is through diversified oil service and energy mutual funds. 

Timothy F. Peterson CFA, CAIA, CIPM 

___________________ 
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For more information and periodic updates, follow us on LinkedIn at 

https://www.linkedin.com/company/cane-island 

 

Important Information 
The views expressed by the portfolio manager reflects professional opinions and should not be considered buy or sell 
recommendations. These views are subject to change and are not intended to predict or guarantee the future 
performance of any individual security or the markets generally, nor are they intended to predict the future performance 
of any, account, strategy or fund. 

The information provided in this report should not be considered a recommendation to purchase or sell any particular 
security. There is no assurance that any securities discussed herein will remain in an account's portfolio at the time you 
receive this report or that securities sold have not been repurchased. The securities discussed may not represent an 
account's entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio holdings. 
It should not be assumed that any of the securities transactions or holdings discussed were or will prove to be profitable, 
or that the investment recommendations or decisions we make in the future will be profitable or will equal the 
investment performance of the securities discussed herein. 

Portfolio holdings and characteristics shown herein are from a composite of all accounts managed within the investment 
strategy. Cane Island believes the account characteristics represent the investment strategy as a whole.  Holdings may 
change daily and may vary among accounts, which may contribute to different investment results.  

Portfolio construction will have significant differences from that of a benchmark index in terms of security holdings, 
industry weightings, asset allocations and number of positions held, all of which may contribute to performance, 
characteristics and volatility differences. Investors may not make direct investments into any index. 

As a matter of policy, and consistent with our philosophy that investing is long-term, we do not report performance more 
frequently than annually. 

1 Kahneman, D. and Tversky, A. (1992). "Advances in prospect theory: Cumulative representation of uncertainty". Journal 
of Risk and Uncertainty 5 (4): 297–323.  
2 An ETF, or exchange traded fund, is a marketable security that tracks an index, a commodity, bonds, or a basket of 
assets like an index fund.  An ETF owns the underlying assets (shares of stock, bonds, oil futures, gold bars, foreign 
currency, etc.) and divides ownership of those assets into shares.  ETFs typically have higher daily liquidity and lower fees 
than mutual fund shares, making them an attractive alternative for individual investors.   
 
 

©2016 Cane Island Alternative Advisors, LLC 
Katy, Texas 

timothy@cane-island.com 

 

                                                            

http://link.springer.com/article/10.1007/BF00122574
https://www.linkedin.com/company/cane-island

	Quarterly Manager Commentary 29 March 2016
	Our view of the economy
	Our view of asset allocation
	Important Information



